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Students’ Department
Edited by H. A. Finney
The following problem has been submitted to this department with a
request for solution :
The Queen Paper Company operated a mill and also a rented store
separate and apart from its mill. The mill was destroyed by fire December
7, 1917, and was not rebuilt after the fire, the company continuing its store
business as a jobbing business. Its offices were at all times at its store.
The balance-sheets of the Queen Paper Company for five years, at
December 31st, were as follows:

Assets
Liabilities
December 31,1916
Current assets ....... :................................................ $280,315.31
Mill inventories ......................................................
33,654.23
Store inventories ..................................................... 249,082.72
Real estate and equipment......................................
48,583.86
Store and office fixtures .........................................
4,047.47
Current liabilities ....................................................
$128,989.16
Capital stock ...........................................................
64,400.00
Surplus .................................
422,294.43

Totals .................................

$615,683.59 $615,683.59

December 31, 1917
Current assets........................................................... $196,331.43
8,907.63
Mill inventories ......................................................
274,012.85
Store inventories .....................................................
60,063.28
Real estate and equipment......................................
$ 48,867.08
Current liabilities ....................................................
64,400.00
Capital stock ............................................................
426,048.11
Surplus ....................................................................

Totals ...............................................................

December 31, 1918
Current assets .........................................................
Store inventories .............................. . .....................
Current liabilities ....................................................
Capital stock ...........................................................
Surplus.....................................................................

$539,315.19 $539,315.19
$3'17,250.42
248,841.75

$ 53,019.67
64,400.00
448,672.50

$566,092.17 $566,092.17
December 31, 1919

Current assets ............
Store inventories .........
Store and office fixtures
Current liabilities ........
Capital stock ................
Surplus ........................

$487,429.53
253,467.23
4,047.47

$113,706.65
64,400.00
566,837.58

$744,944.23 $744,944.23
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December 31, 1920
$529,620.79
298,139.31
4,103.79

Current assets..............
Store inventories.........
Store and office fixtures
Current liabilities .......
Capital stock ..............
Surplus .......................

$107,683.94
299,875.00
424,304.95

$831,863.89 $831,863.89

Because of adjustments approved by the government (during 1921) for
the years 1916 to 1920, inclusive, the company employed you during the
year 1921 to bring the adjustments on the books.

The adjustments are as follows:
1916
(1) The store inventories for December 31, 1916, are to be increased by
$71,728.84.
1917
(2) The store inventories for December 31, 1917, are to be increased by
$86,187.71.
(3) Store and office fixtures to the amount of $4,047.47 were written off
during 1917 without any reason for so doing.
(4) The mill was destroyed by fire and the real estate and four work
men’s cottages not destroyed were accepted at a valuation of
$14,100.00.
(5) It was accepted that at the time of the fire the real estate, workmen’s
cottages, mill and equipment were worth $154,787.49, although
carried on the books for $60,063.28.
(6) At the time of the fire there became due from insurance companies
$84,373.70 for loss of buildings and equipment which was not set
up on the books until 1918, when the money was received from the
insurance companies.
(7) The government allowed a deduction for the loss against 1917 income
because of the fire loss which occurred in 1917.
(8) During 1917 there was due $1,434.58 tax (on 1916 income) in addi
tion to the amount originally paid, which is to be set up on the
books. This was considered by the government in making a refund
during 1921 for period 1916 to 1920, inclusive.
1918
(9) During 1918 (as stated in 6), $84,373.70 was received from insurance
companies. This was credited by the bookkeeper to the realestate-and-equipment account.
(10) The balance of the real-estate-and-equipment account was then closed
by the bookkeeper into surplus.
(11) The store inventories for December 31, 1918, are to be increased by
$76,013.19.
(12) During 1918 there was an overpayment of tax to the federal gov
ernment (on 1917 income) of $34,290.65, claim for refund of this
amount being allowed by the government during 1921.
(13) $404.75 depreciation on store and office fixtures is allowed for 1918,
by which amount the account is to be reduced.
(14) During 1919 the bookkeeper did restore $4,047.47, which he had
charged off during 1917, for store and office fixtures.

451

The Journal of Accountancy
(15) The store inventories for December 31, 1919, are to be increased by
$69,759.04.
(16) During 1919 there was an overpayment of tax to the federal govern
ment (on 1918 income) of $3,510.34, claim for refund of this amount
being allowed by the government during 1921.
(17) $364.27 depreciation on store and office fixtures is allowed for the year
1919 to be credited to the account

1920
(18) The store inventories for December 31, 1920, are to be increased by
$97,139.64.
(19) During 1920 depreciation to the amount of $455.98 was written off
the store-and-office-fixtures account by the bookkeeper, but only
$353.07 is to be deducted for depreciation.
(20) During 1920 there was an overpayment of tax to the federal govern
ment (on 1919 income) of $8,853.62, claim for refund of this
amount being allowed by the government during 1921.
(21) During 1920 the sum of $9,100.08 was paid to the government and
charged against surplus as additional tax on 1917 income, assess
ment therefor having been levied by the government, but this
amount is allowed by way of refund during 1921.

During 1921 the company received the sum of $54,320.11 from the
government, being refunds for overpayment of taxes on income for the
years 1917 to 1919 inclusive, less additional tax assessed on 1916 income.
Prepare adjusting journal entries and corrected balance-sheets and a
statement of the adjustments (only) to surplus and a report for the client.
Further, the officers of the company request a separate statement show
ing how much the profits of the company were increased for each year,
1916 to 1919, inclusive, by reason of the increase of inventories.
SOLUTION

One question to be faced at the outset is the treatment of federal taxes.
Was a liability for estimated taxes set up at the end of each year? If so,
any additional payments in the subsequent year over and above the esti
mate should be charged to surplus and credited to a liability account as of
the end of the year for which the tax was assessed. If the tax was charged
to surplus in the year of payment, an adjustment as of the preceding
December 31st would put into the balance-sheet only the liability for the
additional assessment and not for the total assessment. As there seems
to be no information to show which method was followed, the solution is
based on the assumption that taxes were put on the books in the year of
payment. The balance-sheets, after making the adjustments, are therefore
subject to the qualification that they do not show the tax liability.

The adjustments in the following working papers are numbered to
conform with the numbers in the problem. Some of the adjustments affect
several balance-sheets; some affect only one.
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Store and office fixtures .........
Additional tax liability—1916.
Real estate and equipment ....
Claim for tax refund, 1917...

December 31, 1918
Current assets .........................
Store inventories .....................
Current liabilities ....................
Capital stock ...........................
Surplus ....................................
$ 53,019.67
64,400.00
448,672.50

$566,092.17 $566,092.17

$317,250.42
248,841.75

$539,315.19 $539,315.19

Store and office fixtures .........
Due from insurance companies
Additional tax liability on 1916 income

December 31, 1917
Current assets ......................... $196,331.43
Mill inventories .....................
8,907.63
Store inventories .................... 274,012.85
Real estate and equipment ...
60,063.28
Capital stock ...........................
$ 64,400.00
Current liabilities ...................
48,867.08
Surplus ....................................
426,048.11

$615,683.59 $615,683.59

December 31, 1916
Current assets ......................... $280,315.31
Mill inventories .....................
33,654.23
Store inventories .................... 249,082.72
Real estate and equipment.......
48,583.86
Store and office fixtures .........
4,047.47
Current liabilities ....................
$128,989.16
Capital stock ...........................
64,400.00
Surplus ....................................
422,294.43

$130,290.64

14,100.00(9,10)
34,290.65(12)

4,047.47(3)

1,434.58(8)
404.75(13)

$ 76,013.19(11)

$176,043.46

4,047.47 (3)

84,373.70(4,5,6)

1,434.58(8)

$ 86,187.71(2)

$ 71,728.84

$ 71,728.84(1)

$130,290.64

14,100.00(9,10)
76,013.19(11)
34,290.65(12)
404.75(13)
1,434.58(8)

$ 4,047.47(3)

$176,043.46

1,434.58(8)

86,187.71(2)
4,047.47(3)
38,410.42(4, 5,6)

64,400.00
575,284.48

$ 53,019.67

1,434.58
14,100.00
34,290.65
$694,138.73 $694,138.73

3,642.72

$317,250.42
$324,854.94

1,434.58
$667,960.79 $667,960.79

4,047.47
84,373.70

$ 64,400.00
48,867.08
553,259.13

$128,989.16
64,400.00
494,023.27
$687,412.43 $687,412.43

$280,315.31
33,654.23
320,811.56
48,583.86
4,047.47

Adjusted
balance-sheets

$196,331.43
8,907.63
360,200.56
45,963.28(4,5,6) 14,100.00

$ 71,728.84(1)
71,728.84

W orking P apers Adjusting Balance-sheets
Balance-sheets
Adjustments
per problem
Dr.
Cr.
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$113,706.65
64,400.00
566,837.58

4,103.79

$529,620.79
298,139.31

$831,863.89 $831,863.89

$107,683.94
299,875.00
424,304.95

$744,944.23 $744,944.23

4

$487,429.53
253,467.23
,017.47
4,047.47

Additional tax liability—1916.
Real estate and equipment....
Claim for tax refund —1917..
Claim for tax refund —1918..
Claim for tax refund —1919..
Claim for refund 1917 additional assessment

December 31, 1920
Current assets ..................
Store inventories ....................
Store and office fixtures .........
Current liabilities ....................
Capital stock ............................
Surplus ....................................

Additional tax liability—1916.
Real estate and equipment ....
Claim for tax refund—1917..
Claim for tax refund—1918...

December 31, 1919:
Current assets ..................
Store inventories ....................
Store and office fixtures .........
Current liabilities ....................
Capital stock ...........................
Surplus ....................................

$169,291.84

$ 14,100.00(9,10)
34,290.65(12)
3,510.34(16)
8,853.62(20)
9,100.08(21)

$ 1,434.58(8)
404.75(13)
364.27(17)

$ 97,130.64(18)
102.91(19)

$123,863.63

14,100.00(9,10)
34,290.65(12)
3,510.34(16)

404.75(13)
364.27(17)

$ 1,434.58(8)

$ 69,759.04(15)

$169,291.84

14,100.00(9,10)
34,290.65(12)
3,510.34(16)
97,130.64(18)
102.91(19)
8,853.62(20)
9,100.08(21)
1,434.58(8)

404.75(13)
364.27(17)

$123,863.63

1,434.58

1,434.58

$107,683.94
299,875.00
589,189.59

$998,183.11 $998,183.11

14,100.00
34,290.65
3,510.34
8,853.62
9,100.08

3,437.68

$529,620.79
395,269.95

$865,835.24 $865,835.24

14,100.00
34,290.65
3,510.34

3,278.45
$113,706.65
64,400.00
686,294.01

Adjusted
balance-sheets
$487,429.53
$323,226.27

14,100.00(9,10)
34,290.65(12)
69,759.04(15)
3,510.34(16)
1,434.58(8)

$364.27(17)
404.75(13)

W orking P apers Adjusting Balance-sheets
Balance-sheets
Adjustments
per problem
Dr.
Cr.
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Explanations of Adjustments
(1) Understatement of 1916 closing inventory affects only 1916 surplus.
(2) Understatement of 1917 inventory affects only 1917 surplus.
(3) Store and office fixtures put back in assets, and surplus for 1917 and
1918 correspondingly increased.
(4, 5, 6) The real estate and equipment was carried at.... $60,063.28
Value of real estate and cottages not destroyed ..
14,100.00
Amount written off ................................................

45,963.28

Amount due from insurance companies (charged
to asset) ........................................................... $84,373.70
Amount credited to asset account with property.. 45,963.28
Credit to surplus ....................................................

38,410.42

(7) No adjustment.
(8) See stated assumption at beginning of solution.
(9, 10) Apparently the real-estate-and-equipment account should have
been left with a balance of $14,100.00, the value of the property not
destroyed. This amount is therefore put into the real-estate-andsurplus accounts of 1918, 1919 and 1920.
(11) Understatement of 1918 inventory affects only 1918 surplus.
(12) Claim for refund, 1917, put into assets and surplus of 1918, 1919 and
1920 balance-sheets.
(13) Depreciation on furniture for 1918 affects assets and surplus in 1918,
1919 and 1920 balance-sheets.
(14) No adjustment.
(15) Increase of inventory affects inventory and surplus accounts of 1919
only.
(16) Overpayment of 1918 taxes in 1919 produces an asset and an addition
to surplus in 1919 and 1920 balance-sheet.
(17) Depreciation for 1919 affects asset and surplus accounts of 1919 and
1920.
(18) Increase of inventory affects 1920 inventory and surplus accounts.
(19) Depreciation credited to asset........................................... $455.98
Credit should have been ....................................................
353.07
Debit asset, credit surplus to correct .............................

102.91

(20) Claim for refund added to assets and surplus.
(21) Same as (20).
The problem is not clear as to whether the books are to be adjusted
as of the end of each year or only as of the end of 1920. An attempt to
adjust the books as of each year would require entries which would prob
ably be more confusing than clarifying, and so it is assumed that entries
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adjusting the books as of December 31, 1920, will be sufficient. This can
be done by the following entry:
Store inventories ....................................... $ 97,130.64
Claim for tax refund ...............................
54,320.11
Real estate and equipment .......................
14,100.00
Store and office fixtures....................
$
666.11
Surplus ..............................................
164,884.64
This entry should be followed by a com
plete explanation, showing all the
figures in the working papers adjust
ing the balance-sheet of Dec. 31, 1920.
STATEMENT OF ADJUSTMENT OF PROFITS ON ACCOUNT OF
UNDERSTATEMENT OF INVENTORIES

1916
1917
1918
1919
1920
Opening inventory
understated
$71,728.84 $86,187.71 $76,013.19 $69,759.04
Closing inventory
understated
$71,728.84 86,187.71 76,013.19 69,759.04 97,130.64

Addition or
deduction*

$71,728.84 $14,458.87 $10,174.52* $ 6,254.15* $27,371.60

Taxes and Bonuses
In the December, 1922, issue this Department devoted some space to
a discussion of the propriety of deducting income taxes from profits in
determining the basis on which employes’ bonuses were computed. The
editor expressed the opinion that it seemed logical to deduct such taxes in
finding the profits subject to the bonus but, realizing that court decisions
would govern, requested readers to furnish citations of any decisions
bearing on the subject. The following letter was received in response to
that request:
Editor, Students’ Department:
Sir: Referring to the note entitled “Federal Taxes and Employes’
Bonus,” in which you invite information with respect to legal rulings
and court decisions on this point—“Either the income tax is an expense
or it is a division of profits. If it is an expense it is deductible in deter
mining the net profit; if it is a division of profits it is not deductible.
Which is it?”
In the course of the review of a case involving the charges of a water
company for services, the United States supreme court (Galveston Elec.
Co. v. City of Galveston, 42 Sup. Ct. Rep. 352) considered among other
matters the status of federal corporation income taxes as a deduction in
ascertaining net income for the purpose of determining whether the rates
attacked were confiscatory.
The district court had excluded such taxes, although they had been
allowed as a deduction by the master. The language of the court on this
point is in full as follows:
“The remaining item as to which the master and the court differed
relates to the income tax. The company assigns as error that the master
allowed, but the court disallowed, as a part of the operating expenses for
the year ending June 30, 1920, the sum of $16,254 paid by the company
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during that year for federal income taxes. The tax referred to is pre
sumably that imposed by the act of February 24, 1919, C. 18, secs. 230-238,
40 Stat. 1057, 1075-1080, which for any year after 1918 is 10 per cent. of
the net income. In calculating whether the five-cent fare will yield a proper
return, it is necessary to deduct from gross revenue the expenses and
charges; and all taxes which would be payable if a fair return were earned
are appropriate deductions. There is no difference in this respect between
state and federal taxes or between income taxes and others. But the fact
that it is the federal corporate income tax for which deduction is made
must be taken into consideration in determining what rate of return shall
be deemed fair. For under section 216 the stockholder does not include
in the income on which the normal federal tax is payable dividends received
from the corporation. This tax exemption is, therefore, in effect, part of
the return on the investment.”
It will be observed that the court specifically classifies taxes as
operating expenses and holds that in this respect federal taxes are not
different from state taxes. It further holds that while these taxes are a
proper deduction in determining the question of a fair return upon the
value of the property devoted by the corporation to the public service, the
fact that the stockholders are not required to include their dividends in
computing taxable income for the purpose of the normal federal income
tax should be taken into consideration. No method is suggested as to how
this may be done and it would appear a matter of extreme difficulty in the
case of a corporation with numerous stockholders.
The holding would seem not to affect the determination of net income
for capitalization in reaching assessments in tax cases, as in such cases the
inquiry is as to the fair reasonable value of the property, indicated by the
earning power, as shown by actual operating results, and no question arises
as to whether or not a given earning power indicates confiscation. The
definite characterization of federal income taxes as well as all other taxes
paid by the corporation as a deduction from gross earnings in reaching
net earnings is a distinct recognition of a claim uniformly insisted upon by
the corporations in tax cases, but which has at times been rejected by com
missions and courts, upon the notion, often obscurely expressed, that these
charges, which are specifically imposed upon the corporation and paid by
it, are not in reality expenses, although obviously reducing the sum left
the corporation for distribution or for retention in the business.
In a recent case before the United States district court, southern
district of New York (May 23, 1922, N. Y. Tel. Co. v. Public Service
Commission et al.), an injunction was sought to prevent the application of
reduced rates for telephone service ordered by the public service com
mission. One of the contentions of defendants was that the United States
income tax should not be considered a deduction in determining net
earnings. The court dismissed this contention in the following brief but
conclusive statement:
“We note as matters debated at bar the following: (A) the deducti
bility from gross income of the so-called United States income tax is
established by Galveston Elec. Co. v. Galveston (U. S. S. C., April
10, 1922).”
This feature of the case is thereafter in the opinion treated as disposed of.
Under date of December 28, 1922, the supreme court of Ohio in an
opinion in the case of the Ohio Bell Telephone Company v. Public Utilities
Com. held that “in determining whether rates chargeable by a utility yield
reasonable compensation for service rendered and are just and reasonable
under section 614-23, general code of Ohio, the federal income tax should
be included as part of its operating expenses, to be deducted from gross
revenues in ascertaining net income.”
The theories as expressed in the letters of Chas. F. Seeger, like those
of Messrs. Seligman, Kemper, Simpson, Nicholson, et al., are theoretically
sound, but they fall down when tried before our higher courts.
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The term “net profit” when used without qualification, means what is
left for the stockholders from the operation of a business, and it is there
fore logical to deduct all taxes whether based on income, sales, value of
capital stock, etc., in determining net profit
Trusting that this letter may be of some interest to you, I am,
Yours truly,
Philadelphia, Pennsylvania.
S. S. Kalisher.
The article already referred to in the December issue contained a letter
from Charles F. Seeger in which he cited a British decision published in
Montgomery’s Income Tax Procedure, 1918, page 302, as illustrating “the
point that income taxes are not an expense." The editor quoted and
commented upon this decision as follows:
“The paragraph in Montgomery’s Income Tax Procedure, 1918, page
302, is the following:
‘A decision under the British income act illustrates the point that
income taxes are not of the nature of expenses:
‘A gas company was prohibited by its special act from paying
dividends to its shareholders above a fixed rate per annum. The
company claimed to deduct the amount of the income tax from its
gross profits before paying any dividend and then to pay the dividend
in full to the shareholders. Held that the company was not entitled
to do so, and that in arriving at the rate of dividend, the profits ought
to be calculated as inclusive, and not exclusive, of the amount payable
in respect of income tax.’
“To be quite honest about it, the editor of this department does not
know what this decision means. But it does not seem possible that it
means a requirement for the corporation to pay a dividend equal to the
full amount of the profits before deducting the tax, because if the company
started the year with no surplus, the payment of such a dividend would
certainly leave it with a deficit at the end of the year.”
This confession brought forth the following explanation from a gen
tleman who consents to its publication but requests the omission of his
name:
“Under the British law the company must deduct at the source the
individual’s tax on dividends. Thus, a dividend is to be paid, say 5 per cent.
on £100-0-0, or £5; the company must deduct 6 shillings in the pound
and pay it to the government, paying the other 14 shillings to the
stockholder:
Dividend = £5-0-0
Pay to government ................................ £1-10-0
Pay to stockholder ................................
3-10-0
“The company wanted to charge the £1-10-0 to its expenses and pay
the stockholder £5-10-0; the dividend was limited by law to a fixed rate—
say 5 per cent.—and the company wanted to pay the 5 per cent. free of tax.
It was allowed to pay 5 per cent., out of which the tax to the individual
was collected at the source. It wasn’t a tax question directly but a question
as to the amount of dividend permitted.”
Joint-venture Profits
The December issue also contained letters from readers taking excep
tion to the editor’s solution of a joint-venture problem. Unequal capital
contributions had been made by two participants, and no agreement was
stated as to the sharing of profits. A third participant entered, paying the
other two individually for the privilege and receiving a capital credit by
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transfer from the accounts of the two original participants. The payment
made was greater than the capital credit received, and the question was how
to divide the payment. The editor held that the two original participants
should be paid for the capital transferred and that the excess should be
divided between them equally.
The criticism of this solution raised two questions:
(1) In the absence of a stated agreement, are joint-venture operating
profits divided equally, as would be the case in a partnership?
(2) Does a different rule govern the distribution of profits arising from
the sale of a capital interest?
Correspondence was invited on these points, citations of the law being
especially requested. The following, among other letters, was received:
Editor, Students' Department:
Sir: Relative to the discussion of the joint-venture problem in your
department of the December issue, I do not believe that the contentions
advanced against your original solution have any merit. In the Cyclopedia
of Law and Procedure, vol. 23, page 459, it is stated of joint adventures
that, “in the absence of express agreement the law implies an equal
division of profits without regard to any inequalities of contribution.”
Numerous cases .are cited to support this statement, to which reference
work I will refer the inquirer rather than fill your columns with a list of
citations.
That would seem conclusive on one point at issue. The legal distinction
between partnerships and joint adventures is drawn at some length several
pages preceding the quotation, with the usual list of authorities. Without
quoting at length, the rule seems to place the case in point definitely within
the classification of a joint adventure.
The question of a differentiation between ordinary profits and profit
from the disposal of a share in the venture remains. The Cyclopedia is
silent on this point, the presumption being, therefore, that no such dis
tinction exists. The equal distribution of losses, even when involving a levy
on one sharer of the venture because of unequal contribution to repay the
other is affirmed, however, and, while not entirely to the point, would tend
to confirm the view that unequal contributions are to be regarded as
advances.
In these circumstances the profit arising from sale of an interest in the
venture may be treated in either of two ways, in both of which, however,
the solution would be similar to your first. In the first place, the original
venture may be considered as terminated with the introduction of a third
contributor and a new adventure initiated in which the affairs of the first
are introduced in statu quo. This method would leave the bonus on the
one-third interest as the sole profit of the venture, subject to equal
distribution.
Your own suggestion with regard to a nunc pro tunc profit distribution
involves the question of whether, considered as a single venture, there is
any profit to distribute. If so, is not C, now holding a third interest in
the venture, entitled to a share? That is, of course, an absurdity. But
consider the analogous situation in a partnership—if the contribution of
an entering partner were considered as involving partnership instead
of individual profit or loss, you would have a similar state of affairs.
In reality, therefore, is not the transaction one between the individual
contributors and the profit involved that of a sale of part of the original
interests? If this is so, all that remains is to determine their original
interest, and it is to support this solution that I introduced authority tending
to show excess of contribution as an advance to the venture rather than
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as unequal capital interest. What would be the procedure in a partnership ?
Would not an identical state of facts existing in a partnership be held to
constitute an equal interest in spite of the disproportion of investment?
An interest in the venture represents an investment of values, but more
than that it represents a right to participate in profits. C did not invest
$10,000.00 in $6,666.67 of goods but in that amount of goods and an
expectation of profits therefrom. Since the law assumes that under the
original agreement A and B were to share profits equally, each must have
surrendered an equal share of his interest in the profits to C in return
for his $10,000.00. This makes the transaction an individual taking of
profits and withdrawal of excess contributions.
Yours truly,
Seattle, Washington.
Edwin E. Adams.
This is Not an Institute Examination Problem
A reader submitted the following problem with a statement that it
was given last November in a state C. P. A. examination, worded some
what differently.
On January 1, 1919, a savings bank made a loan of $5,000 for a term
of five years, to be paid back in 60 equal monthly payments. The bank
purported to lend money at 6 per cent. Sixty secured notes of $108.33
were taken. On January 1, 1921, there are on hand 36 of these notes. At
what value should they be shown on the balance-sheet of that date? What
is the effective rate of interest received by the bank?
Unless the problem, as given in the examination, made different
requirements or stated additional information, it is an ideal illustration of
an utterly unreasonable examination problem. No one can be expected to
arrive at even an approximate solution of the effective rate portion of the
problem without access to a comprehensive compound interest and annuity
table, and to determine the exact effective rate requires a table of logarithms
also. Even if the examiners furnished each applicant with these two
tables, and if the applicants knew how to use them (as they should), the
solution would require an unconscionable amount of time.
To determine the approximate effective rate:
If monthly payments of $108.33 pay off a present value of $5,000.00
and interest at an unknown rate, then a present value or indebtedness
of $1.00 could be paid off by monthly payments of $108.33
5,000,
or $.021666.
Looking in a table headed “Annuity which $1 will buy,” we find, on
the 60 period line:
At 1% ......................................... 0222444
At ½% ......................................... 0193328

½% Differences ..................... 0029116
Annuity which $1 will buy at the unknown rate $.0216660
Annuity which $1 will buy at ½% per period .. .0193328
Difference ..................................................................0023332
Then by interpolation, the effective rate (approximate) per month is:
½% + (23332/29116 of ½%) = .5% + .4% = .9%, or 10.8% a year.
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To test the accuracy of this effective rate logarithms may be used and
the following computations made:
1.00960 = 1.7119 amount of 1 for 60 periods at .9%.
1 ÷ 1.7119 = .58414 present value of 1 due 60 periods hence.
1 — .58414 = .41586 compound discount.
.41586 ÷ .009 = 46.207 present value of annuity of 1.
$5,000.00 ÷ 46.207 = $108.21 the monthly payment.
As this payment is smaller than the actual payment, it is evident that
the effective rate is larger than .9%. Further computations may be made,
which require the use of logarithms and are somewhat too complicated to
show here, which will determine .904% as the correct rate per month.
To determine the value at which the notes should be carried at
January 1, 1921, a computation must be made as follows:
Original debt ..................................................
$5,000.00
Note paid ....................................................... $108.33
Less interest: .904% of $5,000.00 ................
45.20
63.13
Balance ...........................................................
$4,936.87
After carrying this process through twenty-four similar steps, the
value of the thirty-six notes on hand at January 1, 1921, will be determined.
The editor hopes that everyone who took the examination containing
this problem passed.
SALE OF SUBSIDIARY STOCK BY HOLDING COMPANY

Editor, Students’ Department:
Sir: Will you kindly advise through your columns the correct account
ing method of handling the sale of a small portion of a majority interest
in a subsidiary ?
As a typical case, assume Company A owns 90% of the stock of
Company B, amounting to 900 shares, which it acquired January 1, 1920,
for $162,000.00. The book value of Company B’s stock on the date of
acquisition is $175,000.00, so in a consolidated balance-sheet the goodwill
would be shown as $4,500.00. On June 30, 1920, 100 shares are sold for
$200.00 each or $20,000.00, and from January 1, 1920, to June 30, 1920,
Company B had made a net profit of $25,000.00. What figure would be
used on the records of Company A as cost of the stock in Company B that
was sold ? Would it be $162,000.00 divided by 9, or $18,000.00; or would
it be $162,000.00 plus $22,500.00 divided by 9, or $20,500.00? Assume in
this case that it is the intention of Company A to carry the investment
account in the approved manner, that is, charging it with subsidiary
profits and crediting it with dividends.
Would it make any difference if this method was not used and the
investment account was carried at cost? It would seem that as there can
only be one correct profit, the result should be the same irrespective of the
manner of reaching it. Would there be any difference if Company A had
owned the B Company stock for several years and during that time profits
had been charged to investment as earned and dividends credited as paid?
Detroit, Michigan.
A. H. K.
Since the holding company sold 100 shares out of 900 owned, the
investment account should be credited with one-ninth of its balance. Thus
the amount of the credit would depend upon how the holding company had
carried the investment account. If subsidiary profits have been charged
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to the account, the credit to the investment account will be larger than if
the investment has been carried at cost. And consequently the credit to
profit-and-loss or surplus for the profit on the sale will depend upon which
method is followed. The net result, so far as total profit or loss on the
income from the stock and from the sale of a portion thereof is concerned,
will be the same in both cases.
For instance, if the holding company has taken up the subsidiary’s
profit for the six months since purchase, it will have taken up nine-tenths of
$25,000.00, or $20,500.00. One-ninth of this $20,500.00, or $2,500.00, is
income on the stock sold. When the stock is sold for $20,000.00 the account
will be credited with one-ninth of the carrying value, or $162,000.00 plus
$20,500.00 divided by 9, or $20,500.00, and there will be an apparent loss
of $500.00 on the sale. Then the income for six months, $2,500.00, minus
the loss of $500.00, leaves a net income for six months on this stock of
$2,000.00.
On the other hand, if the stock has been carried at cost, $162,000.00,
the investment account will be credited with $18,000.00, and there will be
a $2,000.00 credit for profit on the sale. The results are the same, except
that by the second method no distinction is made in the accounts between
income during ownership and profit on sale.
The rule would be the same if the stock had been held for several
years. Credit the investment account with cost if the stock is carried at
cost, or credit the investment account with book value at the time of sale
if subsidiary profits, losses and dividends have been taken up in the
approved manner.

It is announced that the firm of Searle, Oakey & Miller has been
formed to succeed Searle, Nicholson, Oakey & Lill. The general partners
are H. F. Searle, Francis Oakey and Guy P. Miller. Thomas R. Lill is
a special partner. The offices of the firm continue at 25 Broad street,
New York, and the First National Bank building, Bridgeport, Connecticut.
Fred T. Nicholson, formerly of Searle, Nicholson, Oakey & Lill,
announces that he will continue in practice with offices at 71 Broadway,
New York.
Smart, Gore & Co. and Hyslop & McCallum announce the amalgama
tion of their New York practices under the firm name of Smart, Gore &
Co., with offices at 42 Broadway, New York.

J. Lynde-Lockwood announces the opening of an office at Edificio La
Mutua No. 501, Mexico, D. F.
Klein, Hinds & Finke announce the removal of their New York
offices to 19 West 44th street.

Charles Banks & Co. announce the opening of an office at 105 west
Monroe street, Chicago, Illinois.
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